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THE PRESIDENT’S PAGE 
Forthcoming Events of Importance 
1. Justice Tom Clark. 


Valiant efforts were made to procure 











Justice Clark for our June meeting, but 
to no avail. The Justice, however, has 
consented to be our guest speaker at a 
special luncheon meeting to be held at 
the Biltmore, July 27. The meeting will 
be open not only to the members of the 
Association but to the entire Bar and 
its guests. This date should be held open 

Dane Latham and reservations made early. 

2. J. Howard McGrath. 

Attorney General McGrath has promised to address us late in 
November. The date will probably be either November 16 or 23. 
3. The State Bar Convention in October. 

The State Bar of California will be our guest here from October 
2 to October 6. We hope it will be the best convention in the 
history of the Bar and that every member of our Association will 


be able to participate fully in the activities and extend to our visit- 


ing brethren the utmost in hospitality. 


4. Resolutions for State Bar Conference. 

Members of the Association are urged to immediately for- 
ward to the office of the Secretary any resolutions proposing 
changes in the law desired to be considered at the Conference 
of State Bar Delegates to be held in Los Angeles beginning 
October 2d. All such resolutions must be considered by the 
members of our delegation to the Conference and filed with the 
Secretary of the State Bar prior to August 2d. 

Dana LATHAM. 
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DEVELOPMENT OF OIL ROYALTY 
LAW IN CALIFORNIA 


By Roy P. Dolley* and Adolph H. Levy** 


aera sNITION 
f oil royaltie 


as a distinct specie 


INTRODUCTION 


of property in Cali 
fornia has evolve 
chiefly in less thai 
the past twenty 
vears. This emerg 


ence of a new and 





distinct class of 


Roy P. Dolley Adolph H. Levy 


property in so short 
a space of time is verification of the fact that our law—not only in 
theory but in practice—is a dynamic and progressive, and not 
merely a static, social force. It is positive proof that: 
‘The rules of the common law are continually chang- 

ing and expanding with the progress of the society in 

which it prevails. It does not lag behind, but adapts it- 

self to the conditions of the present so that the ends of 

justice may be reached.” Yadkoe v. Fields, 66 Cal. App. 

(2d) 150, at p. 159. 

In the formative stages of development of the law, the status of 
oil royalties in California was nebulous, uncertain and conflicting. 
The early difficulties encountered by the courts in dealing with 
oil royalties were due in part “to the fact that the oil industry is a 
very recent development, while in this country, by statute and judi- 
cial precedence, our classification of property as realty or personalty 
is based upon common-law definitions which crystallized in a time 
when oil interests were not the subject of judicial cognizance.”? 
They were due also in part to the failure of laymen and lawyers 

*Roy P. Dolley is a graduate of the Law School of the University of Southern 
California and was admitted to the California Bar in 1924. He devotes the larger 
part of his Boag to the field of oil and gas and has appeared as counsel in a 


number of cases which have assisted in developing oil and gas royalty law. Mr. 
Dolley is a pose: of the firm of Dolley, Knight, Woods & Hightower. 

**Adolph H. Levy is a graduate of Stanford Law School and was admitted to the 
California Bar in 1931. From 1941-46, he was a member of the staff of the Petroleum 
Administrator in Washington, D. C. Mr. Levy is a partner in the firm of Mindlin 
& Levy. 


Callahan wv. Martin, 3 Cal. (2d) 110, 115. 
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to describe precisely the nature of the interests granted. It has 
not been surprising, therefore, “in view of the lack of a definite 
terminology descriptive of these interests, that those who are deal- 
ing in oil interests have difficulty in describing the interest trans- 
ferred, and that ambiguous and uncertain instruments are pre- 
sented to the courts for analysis.’ 


THE DISTINCTION BETWEEN “OIL RIGHTS” AND 
“OIL ROYALTIES”3 


The classification of ‘oil rights” into our property law, and the 
further classification as to that portion of such rights as constitute 
“oil royalties” have now developed to a considerable degree by 
means of the decisions and opinions of our courts. Inasmuch as 
the subject of this article is “oil royalties,” which interests are 
something less than “oil rights,” this article will deal with the lat- 
ter only to the extent necessary to a study of the former. 

Oil, in the ground, in contrast to solid materials, is able to 
move, and hence to ignore boundary lines. For this reason, Cali- 
fornia has rejected the doctrine that oil in place is capable of own- 
ership or conveyance as definite corporeal real property. Rather, 
a landowner’s “oil rights’’ are (a) the exclusive right on his 
premises to drill for and produce oil, and (b) to retain as his prop- 
erty all oil brought to the surface on his land. The rights may be 
separated from the landowner’s general estate in his land and 
from each other ; they may be assigned, either jointly or separately, 
and each right may be divided into many parts. 

The separation by a landowner from his general estate in the 
land of his right to drill for and produce oil, and the transfer of 
this right to other parties, constitutes the creation and conveyance 
of a profit a prendre 
interest in real property. If the term of the transfer of the right 





an incorporeal hereditament—which is an 


is for an indefinite period, the right is classified as a freehold 
estate, and therefore real property. If the term is for a definite 
period, the right is classified as a chattel real and therefore per- 
sonal property; but, because it is an interest in real property, it 
is nevertheless within the protection of the recording statutes. 
Ordinarily the transfer of this profit a prendre is accompanied 
by a transfer of a part of the landowner’s other “oil right’’—the 
2Dabney-Johnston Oil Corporation v. Walden, 4 Cal. (2d) 637, 650-651. 


30il Royalties as a Distinct Species of Property, 11 So. Cal. Law Review 319 


(1938). ; 
(Continued on page 356) 
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TAX CONSIDERATIONS IN THE 
CREATION AND TRANSFER OF 
OIL AND GAS INTERESTS 


By Richard C. Bergen* 


EW situations present greater tax 0} 

portunities or more tax perils to th: 
practicing attorney than an oil deal. Ty 
illustrate, suppose a person owns an oi 
and gas lease on another party's property 
and desires to transfer the lease for cas! 
plus some type of reserved interest in th 


lease. Any cash received by the seller may 





be treated for income tax purposes 11 
any one of the following manners : 


Richard C. Bergen 


(a) As short-term capital gain if an actual sale is 
made, and if the lease was held for less than six (6) 
months; or 

(b) As ordinary income subject to a permanent deple- 
tion! allowance if a sublease is made and the lease is 
productive at the time; or 

(c) As ordinary income subject to a tentative deple- 
tion allowance which may have to be restored to income 
if a sublease is made and if no production occurs; or 

(d) As income subject to a maximum surtax of thirty 
per cent (30%) if an actual sale is made and the seller 
has himself discovered the oil or gas ;? or 

(e) As long-term capital gain* if the seller is not a 
dealer and makes an actual sale, and if the lease has been 
owned for more than six (6) months. 


With respect to the reserved interest in the lease retained by the 


*Richard C. Bergen obtained his B.S. Degree from Northwestern peg: om in 
1935 and his LL.B. from Harvard Law School in 1938, where he was an Editor of 
the Harvard Law Review. He was admitted to the California Bar in 1939, and was 
a Lieutenant U.S.N.R. between 1941 and 1945. Mr. Bergen is associated with the 
firm of O’Melveny & Myers. 

‘Present statutes permit the deduction of the higher of cost or percentage deple- 
tion as a way to permit the return of the capital investment in a wasting asset. It 
is proposed to reduce the present percentage depletion allowance of 2714% of gross 
income (but not in excess of 50% of net income calculated without be nefit of deple- 
tion) to 15%. 

*Internal Revenue Code, Sec. 105. See Fowler v. U. S., 16 F. (2d) 925 (C. C. A. 
5, 1927). 


3U fees otherwise indicated, ‘capital gain” as used hereafter will mean proceeds 


from the sale of an oil and gas lease held for more than six months. 
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seller, the fair market value of such interest may be taxable income 
at the time of the transfer,* or there may be no taxable income 
until such time as proceeds are realized by virtue of such reserved 
interest, at which time the income may or may not be depletable. 
The possible tax consequences to the buyer of the lease are only 
slightly less varied, and accordingly, careful tax planning is im- 
portant to create the most desirable tax status. It is the purpose 
of this article to point out briefly the tax possibilities as well as 
the dangers inherent in advising a client with respect to an oil and 


gas transaction. 
i, 
THE ORIGINAL LEASING TRANSACTION 


The usual lease involves a cash bonus of a designated sum paid 
immediately to the lessor, a reserved royalty of between one-eighth 
and one-fifth of all production in favor of the lessor, and a so- 
called delay rental provision permitting the lessee to defer drilling 
operations by paying to the lessor a designated sum per acre for a 
limited period of time. 

The bonus is regarded as depletable income to the lessor imme- 
diately,” but the depletion allowance must be restored to income tf 
and when the lease is quitclaimed or otherwise terminated without 
production.” The reason given for this tentative depletion allow- 
ance is that the bonus is an advance royalty, but certainly the ordi- 
nary oil man regards a bonus as the immediate cash consideration 
for the privilege of exploring as evidenced by the fact that it is 
almost never refundable or susceptible of being recovered by the 
lessee out of production. There is no direct relation between the 
bonus and the physical depletion of the property, and the lessee 
is required to capitalize the sum paid by him as a bonus.‘ This 
anomalous ruling* has been also applied to the cash consideration 
received by the lessee for a sublease, and to avoid a double deple- 

‘John Vaccaro, T. C. Memo. Dec., Sept. 23, 1943, Para. 43,433. 

5Herring v. Comm., 293 U. S. 322 (1934). 

SDouglas v. Comm., 322 U. S. 275 (1944). 

If production occurs, and probably if only one barrel is produced, the depletion 
allowance need not be restored to income. See Crabb v. Comm., 41 B.T.A. 686 
(1940), where $36.98 was paid to the lessor as his share of production, and it was 
held that the Lessor was not required to restore to income at the time of the termina- 
tion of the lease the depletion allowance of $4,125 previously taken on the $15,000 
bonus. 

7Canadian River Gas Co. v. Higgens, 151 F. (2d) 954 (C. C. A. 2, 1945). 


‘Referred to as “‘synthetic depletion’? by one Court. Driscoll v. Comm., 147 F. 
(2d) 493 (C. C. A. 5, 1945 


(Continued on page 362) 
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SOME PRACTICAL ASPECTS OF 
OIL AND GAS LEASES FROM 
THE LESSOR’S VIEWPOINT 


By Karl B. Rodi* 


HOSE engaged in legal practice n 

related to oil production who hay 
not otherwise become familiar with « 
industry practices and problems, whe 
called upon to consider a proposed oil an 
gas lease for a landowner sometimes fin 
it quite time consuming and difficult t 
identify and treat properly the matte: 
which are important for the lessor. Fro 
this viewpoint it is hoped that the follow 
ing comments, though not all inclusive 
and dealing with some quite commonplace oil industry practice: 
will nevertheless be of some assistance. 





Karl B. Rodi 


Initially it may be well to distinguish three basically differen 
leasing situations: (a) where the land is of relatively small valu 
for agriculture or other uses as compared to its value to the 
landowner if oil were discovered ; (b) where the land has value fo: 
commercial, industrial or residential purposes, which is comparabl 
to what its value to the lessor might be if oil were discovered ; (c 
where there is existing oil development and the principal objective 
is the development of additional zones, or other operational prob 
lems such as slant drilling, joint surface use, etc. These com 
ments relate primarily to the first siuation, with brief reference t¢ 
the second, the specialized and diverse problems of the third 
being beyond their scope. 

The distinguishing consideration in the second situation is the 
need for preservation of existing or potential values for purposes 
other than oil development. Although discovery of oil usually 
creates very substantial lessor values, values for other purposes 
are sometimes comparable or even greater. For example, the bet- 
ter productive areas of the Cuyama Valley, which appears to be 
the most important California discovery in recent years, are said 
to be capable of producing about 100,000 barrels per acre. Such 


*Karl B. Rodi, born 1908; A.B., Pomona College, 1929; LL.B., Harvard Law 
School, 1933; admitted to practice in California, 1933. Member of the firm of Wellborn, 
Barrett & Rodi, Los Angeles. 
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woductivity results in a current value for the lessor’s usual one- 
ighth share, after appropriate discounts for present worth, of the 
der of $10,000.00 per acre. In other fields the estimated recov- 
ry may not exceed 10,000 barrels per acre, which would result 
na value to the lessor of $1,000.00 per acre or less. Thus if the 
and involved is valuable for uses other than oil production, such 
urface values should be preserved through appropriate lease pro- 
visions. 

From the landowner’s standpoint surface values can be pro- 
tected or compensation therefor provided by (a) fair minimum 
‘ash royalty payments without regard to value of actual oil pro- 
luction, and (b) reasonable restrictions as to character and loca- 
tion of surface drilling equipment. 

Minimum royalty requirements will tend to discourage the 
continued operation of small wells, particularly older ones where 
flush production is exhausted and water encroachment or other 
factors make production costs high. Where at the time the lease 
is negotiated land values for purposes other than oil production 
are prospective rather than present, the minimum royalty may be 
properly deferred for a period of years. This deferment will 
make the minimum more acceptable to a lessee where a high initial 
royalty may make the project unattractive in view of the risk that 
small production may be obtained. 

Restriction of character and location of surface facilities and 
wells is ordinarily feasible only when the alternative uses are in 
existence or planned for the immediate future. With the develop- 
ment of slant drilling, centralized multiple drill sites in urban areas 
appear to be practical. They provide a means of preserving sur- 
face values and permitting the development of subsurface oil values 
thus enhancing the value of the land as a whole. 

Where surface use for oil operations is restricted because of 
other developments, the hazards of well blowouts, fires and other 
accidents should be provided for. In general, responsibility for 
damage should be determined without reference to negligence be- 
cause of the difficulties of proof. Insurance coverage usually af- 
fords a practical solution. 

Provisions sometimes found in older leases requiring all drilling 
to be completed within a stated number of years are of doubtful 


(Continued on page 373) 
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And What They Are Doing in 
OTHER BAR ASSOCIATIONS 


By George Harnagel, Jr., Associate Editor 





HE Florida State Bar Association 

has announced a new arrangement 
for the publication of the Florida Re- 
ports which is expected to cut costs in 
half. The state is discontinuing the 
so-called official reports and the Florida 
cases will be printed by West Publish- 
ing Company from the type set for its 





Southern Reporter. Syllabus, key num- 
ber and pagination will be identical 


George Harnagel, Jr. 


with the Southern Reporter, hence the 
only citation necessary will be to the volume and page of 
Southern whether the regular Southern Reporter is used or 
a volume which contains only Florida cases. It is indicated 
that one of the latter will contain all the Florida cases in 5 or 
6 volumes of the Southern Reporter. 

In making this change Florida has followed the example 
of Texas, Alabama and Tennessee. 

x * * 

Helps for the busy lawyer: The Kansas Judicial Council 
has recently published a complete set of forms for use in the 
administration of decedents’ estates. The San Antonio Bar 
Association has prepared, copyrighted and distributed to its 
members a set of forms which include the papers most fre- 
quently used in loan and real estate transactions. 

kk 

The Fifth Annual Association Night Show of the Associa- 
tion of the Bar of the City of New York was acclaimed as 
“a fast and furious farrago of force and fun” with numerous 
luminaries of the bench and bar at their best in “tender scenes 
and graceful dances.” 

a 

The Third International Congress of Comparative Law will 

be held this year in Lincoln’s Inn and Gray’s Inn. London. 
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Compiled from the Daily Journal of July, 1925 
By A. Stevens Halsted, Jr., Associate Editor 





A copy of the fourth patent granted to 
an American inventor has been discov- 
ered by the Patent Commissioner. When 
the document was issued in 1791, there 
was no patent office. All inventions 
were approved by the President, coun- 
tersigned by the Secretary of State and 
the Attorney General. This rare docu- 
ment, accordingly, bears the signatures 
of George Washington, President: 

A. Stevens Halsted, Jr. Thomas Jefferson, Secretary of State; 
and Edmund Randolph, Attorney General. The patent, issued to 
Francis Bailey of Philadelphia, was for new kinds of punches 
and matrices for printing type. There are no known copies of 
the first three patents. 

Residents of Los Angeles will be restricted to the purchase 
of only eight ounces of whiskey on a single prescription from 
a doctor, if a ruling made by Superior Court Judge Edwin F. 
Hahn is sustained by the higher State Courts. The State 
Wright Act, embodying the Federal Volstead Act, permits 
doctors to prescribe sixteen ounces of whiskey, but Judge 
Hahn has ruled that the Gandier ordinance of los Angeles, 
holding druggists down to selling eight ounces, takes prece- 
dence over the State law. 

* * * 

Secretary of Commerce Herbert Hoover has condemned the 
complicated structure of the governing Federal bureaus, stat- 
ing, “Congress should be made to reorganize the government 
systems and combine the various overlapping and conflicting 


groups.” 


(Continued on page 381) 
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THE CITY ATTORNEYS OF LOS ANGELES 


By Leon Thomas David 
V1. 
GONE WITH THE WIND: 1865-1870 

The emaciated Confederacy, drained of the life-blood of its 
army at Gettysburg, starved by the scorched earth policy of Sher- 
man and Grant, faltered, stopped, then fell, never to rise again. 
Only the women were left to mourn. But more than the Confed- 
eracy was dead. Southern agricultural feudalism had “gone with 
the wind,” and the ex-slave and carpetbagger succeeded to the 
ruin. 

The agricultural, stock-raising feudalism of Southern California 
had been on the wane since 1850. The paid guest had succeeded 
the free hospitality of the rancho before 1860. It was not war that 
brought it to an end in 1860-1865. -It was drought, three vears 
of it in succession. Fifty thousand cattle at a time would storm 
a meager water hole, and fifty thousand rotting carcasses resulted, 
month after month. The land-poor ranchers tried to hold their 
land. They borrowed, and borrowed, and were unable to repay. 
Mortgage foreclosures, or financial stringency, broke up the vast 
estates. 

James H. Lander, Myer J. Newmark, and A. B. Chapman, 
leading members of the Bar, saw this happen. In 1863, the corner 
of Fourth and Spring Street sold at a tax sale for less than two 
dollars. City lands went for a song. Ina few more years, West- 
lake Park would be established on city lands that did not produce 
the minimum twenty-five cents a lot. The war brought other 
problems to Los Angeles. The attorneys of the city always had 
sponsored the school system. City attorneys Hayes, Brent and 
Lander all had served on the school board. Now, there was a 
fight over the allegiance of the teachers, North and South. Half 
of the pupils in the school were withdrawn, and gained knowledge, 
if at all, from private schools or private tutors. Sentiment was 
so divided that it was thought expedient to forego the traditional 
Fourth of July celebrations. 

We already have noted something of the career of James H. 
Lander, Harvard graduate, office lawyer par excellence. Myer 
J. Newmark came to Los Angeles with Joseph Newmark, mer- 





. 
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chant. He read law with E. J. C. Kewen, and was admitted to 
the Bar. He formed a partnership with Howard and Butterworth 
in 1862, the year he was elected city attorney. But law was not 
to be his career. He went to New York, and later returned to 
San Francisco and Los Angeles, known throughout the country 
as a leading merchant, businessman, and civic leader of the West. 

While in Los Angeles, Newmark lived at the corner of Seventh 
and Spring Streets. He sold his residence at this location to I. N. 
Van Nuys in 1879 for $6,500. 

A. B. Chapman was city attorney from 1862-1865, and lived 
here throughout his legal career. He died on January 16, 1915, 
and many members of the Bar still remember him. His great- 
grandfather was president of North Carolina University, at which 
he studied for a time. He was graduated from West Point in 
1854, and served at Benicia Arsenal and Fort Tejon. General 
Robert H. Chapman was his brother. A. B. Chapman resigned 
from the army, married the daughter of Jonathan R. Scott, and 
went to study law in Scott’s office. Scott’s office was the law 
school for many lawyers commencing practice in Los Angeles. 
Hayes, Landers and Granger had been in partnership with Scott 
during their early careers, as well as Chapman. Chapman served 
as District Attorney for two terms, commencing in 1868, and for 
twenty years practiced with Glassell. He settled at Santa Anita, 
and became one of the first to grow and market citrus fruit on a 
large scale. 

The gold that was to gild the Southland from the Tehachapi to 
Mexico was found by A. B. Chapman. At Newhall and in Los 
Angeles, oil, black gold, had been found. 


The next episode of legal-civic importance to Los Angeles was 
to be The Fight for the Railroads. 


@ Northwestern National Life of Minneapolis, a pioneer 
in the group life field, is well qualified to underwrite all 


types of welfare programs. It offers unexcelled flexi- 


bility and service in all lines of group coverage includ- 
ing weekly sickness benefits, hospital and medical 
rb ol) ol={-1- Mo bolo Mes aol bh oN bt (Melek u-taelel 1-5 
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OIL ROYALTY LAW 


(Continued from page 347) 
right to retain as his property all oil brought to the surface of his 
land. The division of this right of ownership in the oil produced, 
undcr this circumstance, constitutes the principal consideration to 
the landowner for creating and transferring the profit a prendre, 
and at the same time, the principal consideration to the transferee 
for his obligation to exploit his profit a prendre. 

The landowner may, however, without separating and conveying 
his right to drill for oil—the subject of the profit a prendre,—sepa- 
rate this other “oil right”—the right of ownership of oil produced 
and may transfer a part or parts thereof to other parties. 

Similarly, a transferee of the profit a prendre may divide and 
transfer part or parts of that portion of this other “oil right” 
which he has acquired as a part of the transaction wherein he se- 
cured his profit a prendre. 

Those parts of the right of ownership of oil produced which have 
been separated from the right to drill for and produce oil consti- 
tute what are commonly understood to be “oil royalties.” 

In other words, “oil royalties” are commonly understood to 
mean rights to shares of oil produced or of the proceeds therefrom 
which have become separated from the right to drill for and pro- 
duce otl. (The courts in dealing with these interests have made 


no distinction between oil in kind and the proceeds therefrom. ) 


KINDS OF ROYALTIES 

As indicated above, there are several general types of “cil 

royalties” 

(a) Landowner’s royaltvy—a share of oil produced, in_per- 
petuity, issued by the landowner irrespective of the exist- 
ence or nonexistence of any profit a prendre; 

(b) Lessor’s royalty—a share of oil produced retained by the 
landowner as part of the consideration for the creation of 
a particular profit a prendre; 

(c) Lessee’s royalty—a_ share of oil produced issued by the 
transferee of a profit a prendre out of the share of oil pro- 
duced acquired by him as part of the consideration for his 
obligation to exploit his profit a prendre; 

(d) Overriding royalty—a share of oil produced retained by 
a transferor (other than the landowner) of a profit a 
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prendre as part of the consideration for the transfer of the 
profit a prendre. 

Kach of these interests is capable of further division and as- 
signment. A landowner’s royalty, being in perpetuity, is real prop- 
erty. Lessor’s, Lessee’s and Overriding royalties, respectively, are 
real property if the profit a prendre is of indefinite duration, or 


chattels real (personal property) if for a definite term. 


RECOGNITION AND CLASSIFICATION BY THE COURTS 

The establishment of the nature, status and limitations of “oil 
royalties” in California has progressed, under the decisions of our 
courts, through several recognizable phases. 

In this process, perhaps the greatest impediment to the sound 
and logical development of the law has been—and still is to some 
degree—the fact that the courts have endeavored in some instances 
to determine and define the attributes and incidents of these inter- 
ests without first determining their nature. 

In the period 1932-1935 a royalty was held to be a “vested 
right in property,” apparently as potential personal property, in 


several cases.* 


‘Jones v. Pier, 124 Cal. App. 444 (Lessor’s royalty); Beam v. Dugan, 132 Cal. 
App. 546 (Landowner’s royalty); Hestern Oil & Refining Cerp. v. Venago, 218 Cal. 
733 (Lessee’s royalty); Smith v. Drake, 134 Cal. App. 700 (Lessee’s royalty). 
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In 1935, in cases involving landowner’s royalties issued at 
time when oil and gas leases were in existence,® these interests wer: 
held not to be potential personal property, but to be incorporea 
hereditaments—and hence real property or interests in real prop 
erty depending upon the term of the profit a prendre—upon tw: 
grounds: 

(a) As rents, or so closely analogous to rents as to partak« 

of the incidents thereof ; and 

(b) As profits a prendre, subject, however, to existing leases 

In 1937, a lessee’s royalty was held to be an interest in oil 
produced by a transferee of the profit a prendre with notice of 
the royalty upon “broad equitable principles” and as a persona! 
covenant relating to land.® In this instance, the court did not rely 
on the doctrine either of potential possession of personal property 
or of profits a prendre. 

In 1940, a landowner’s royalty’ and a lessee’s royalty® were held 
to be profits a prendre. In the latter case the court decided that a 
grantee of the fee could not quiet his title against an owner of 
lessee’s royalty after the lease had been quitclaimed and surren- 
dered to the grantor of the fee. The decision was based upon the 
ground that the royalty owner and the lessee were tenants in com- 
mon in the profit a prendre and that a tenant in common cannot 
convey a cotenant’s share of the property. 

In 1941, in La Laguna Ranch Co. v. Dodge, 18 Cal. (2d) 132, 
our Supreme Court, after a thorough examination into the con- 
fused and conflicting status of the law relating to oil royalties, 
for the first time undertook to classify this species of property 
upon a sound and logical legal foundation consistent with the 
intention of the parties in creating these interests. In this case a 
lessee’s royalty was held not to be a profit a prendre, and Payne 
v. Callahan was “expressly disapproved.” 

In this decision the court established oil royalties to be “incor- 
poreal interests in real property” in their own right as a distinct 


species of property, but “subject to the same requirements and 
protected by the same safeguards” as other incorporeal interests 


in real property. 


5Callahan v. Martin, 3 Cal. (2d) 110; Dabney-Johnston Oil Corp. v. Walden, 4 
Cal. (2d) 637. 

®Schiffman v. Richficld Oil Company, 8 Cal. (2d) 211. 

™Macklin v. Brittain, 37 Cal. App. (2d) 120. 

SPayne v. Callahan, 37 Cal. App. (2d) 503. 
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In so holding, the court distinguished and disentangled oil roy- 
alties from both profits a prendre and rents, and thus in effect 
limited and modified the results of the decisions reached in Calla- 
han v. Martin and Dabney-Johnston Oil Corp. v. Walden. A roy- 
alty, as a matter of law, was not a profit a prendre and thus did 
not include any part of the right to drill for and produce oil. The 
owners of royalty did not become tenants in common in the profit 
a prendre. Lessor’s and overriding royalties are analogous to 
rents; landowner’s and lessee’s royalties are not. A royalty was 
limited in substance to the right to oil produced. If the royalty 
was limited to or issued out of a limited estate in the land, its 
duration was limited to the duration of that estate. No interest 
in or control over the profit a prendre—the right to drill for and 
produce oil—having been conveyed, an owner of royalty had no 
power to prevent a lawful termination of this right by its owner, 
which termination ended the limited estate and all rights dependent 
upon the existence of the profit a prendre. 


In 1942, consistent with the rules laid down in La Laguna Ranch 
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Co. v. Dodge, an overriding royalty was held to create a tenancy 
in common between the owners of the royalty and the transferee 
of the profit a prendre “in the production of oil.” 

(Note: Tanner v. T. 1. T., 20 Cal. (2d) 814, relating to royal- 
ties created under a community oil and gas lease, was also decided 
in 1942, but the case does not appear to contribute to the subject 
of this article. ) 

In 1943, where a holder of the profit a prendre assigned it under 
an agreement whereby the assignor clearly retained an interest 
therein, it was held that the parties became tenants in common in 
the profit a prendre.'® In other words the assignor here retained 
not only an interest in the oil produced but an interest in the 
profit a prendre as well. 


In 1945, a landowner’s title was quieted against an overriding 
royalty retained by his lessee after the lessee’s transferee of the 
profit a prendre had surrendered and quitclaimed the leasehold es- 
tate to the landowner.'' Here the court found that by his assign- 
ment the lessee transferred the entire profit a prendre to his as- 
signee with no reservation of any right of entry, retaining only an 
overriding royalty—a fractional share of oil produced, and hence 
no cotenancy in the profit a prendre having been created, nor any 
other interest therein retained, the quitclaim and surrender of the 
profit a prendre to the landowner terminated the overriding royalty. 

(Note: Tanner v. Olds, 29 Cal. (2d) 110 (1946).) 

In 1947, the court decided an action brought by an owner of 
24% % landowner’s royalty, issued by the landowner when the land 
was under lease upon a 12'%2% lessor’s royalty, against the land- 
owner after the lease had been surrendered and a new lease upon 
the same royalty basis had been entered into with another lessee 
by the landowner and the landowner’s royalty owner, to recover 
one-fifth of the bonus or delay rental paid by the lessee to the 
landowner and to declare the respective rights of the parties in 
the 12'%2% lessor’s royalty.’* 

Here the court held that after the issuance of the 2“%4% land- 
owner’s royalty and during the life of the first lease, the land- 


owner was the owner of 10% and the royalty owner was the 


*Taylor v. Odell, 50 Cal. App. (2d) 115 
WwAystin v. Hallmark Oil Co., 21 Cal. (2d) 718. 
NChase v. Trimbie, 69 Cal. App. (2d) 44. 
“Barnard v. Jamison, 78 Cal. App. (2d) 136. 
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JULY, 


owner of 24%% “of the hydrocarbons in the leased property, 


and the . . . [lessee] the owner of a profit a prendre of 
87142% of those substances. That they were tenants in common 
of those respective interests cannot be doubted under the estab- 
lished law in California.” (Citing cases hereinabove referred to 
including Callahan v. Martin and La Laguna Ranch Co. v. Dodge). 
After the surrender of the first lease and the execution of the 
second the interests of the parties were the same under the new 
lease. The court further declared that the instrument of assignment 
of the royalty constituted a clear grant of the stated percentage 
“of all the hydrocarbons in the described property 

Inasmuch as the royalty instrument expressly included “Grantee's 
proportionate share of all cash and oil bonuses, rentals for delayed 
drilling, and other considerations paid by any’ lessee, the court 
sustained the royalty owner's contention that he was entitled to 
one-fifth of the bonus or delay rental, and not just to 242% thereof. 
The court indicated that its decision would have been the same 
had the royalty instrument not contained such a provision, because 
“the delayed rental or bonus was paid to postpone the drilling 
obligations of the lessee and in lieu of the one-eighth royalty to 
be paid when oil was discovered in paying quantities” and further, 
because the words “royalty” and “rent” are used interchangeably 
to convey the same meaning. 

The writers submit that this decision (a) has created a doubt 
that in California there can be no ownership of oil in place, (b) 
confuses the profit a prendre—the right to drill for and produce 
oil—with the right to the oil produced, and (c) is uncertain and 
ambiguous in that it is not made clear whether the interests which 
became the subject of a cotenancy were oil in place, the profit a 
prendre or the right to oil produced, or any combination thereof. 


If the concept of oil royalties as established in La Laguna Ranch 
Co. v. Dodge is sound, and Barnard v. Jamison is interpreted in 
the light of that concept, then (a) the latter decision does not 
change the law in California with respect to ownership of oil in 
place, (b) a lessee is not the owner of a profit a prendre of a per- 
centage of oil produced—the profit a prendre and the right to oil 
produced are two separate and distinct rights and not one right, 
and (c) a royalty owner is not a tenant in common in the profit 
a prendre. 





t 
t 
; 
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Also in 1947, in the case of a lessee’s royalty,—apparently be 
cause the wording of the instrument of assignment related to a1 
interest in the “proceeds” of oil produced and not an interest i1 
“oil produced”—it was held that it was not necessary to decid 
whether the interest was one in real property for the reason that 
the transferee of the profit a prendre had taken with notice of the 
royalty, under the decision of Schiffman v. Richfield Oil Compan) 
( 1937 ) 18 

CONCLUSION 

Clarity in concept, relation and expression by laymen, lawyers 
and courts, in dealing with oil royalties, is essential to the sound 
development of the law. The parties must know what interests 
they intend to create, the lawyers must state such intention clearly, 
and the courts must be able to adapt the law, to the end that out 
of common sense and common law may come justice. 


Recovery Oil Co. v. Van Acker, 79 Cal. App. (2d) 639. 


TAX CONSIDERATIONS 
(Continued from page 349) 

tion allowance when production actually occurs, the operator is 
required to exclude from his gross income for the purpose of his 
percentage depletion the amount of bonuses theretofore paid.® 
The treatment of bonuses as depletable income at the time of 
receipt has been consistently followed by the Commissioner and 
approved by the Courts, and the possibilities of a change seem 
remote. 

The delay rental is ordinary income if and when received by the 
lessor, and must be taken as a deductible expense by the lessee.!° 
Since delay rentals are paid for the privilege of taking additional 
time to commence drilling, there is no payment in the nature of 
an investment in a wasting asset so as to warrant a depletion 
allowance. 

The royalty reserved by the lessor is not taxable income at 
the time the lease is made, and when production occurs and pay- 
ments are made on account of the royalty, the sums paid are de- 
pletable income to the lessor,'’ and are excluded from the income 

*Referred to as “bonus exhaustion.’”’ See Quintana Petroleum Co. v. Comm., 143 
F. (2d) 588 (C. C. A. 5, 1944); Sunray Oil Co. v. Comm., 147 F. (2d) 962 (C. C. A. 
10, 1945), cert. den, 325 U. S.’ 861 (1945). 


G.C.M. 11197, XII-1 C.B. 238 (1933). 
“Helvering v. Twin Bell Oil Syndicate, 293 U. S. 312 (1934). 
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inasmuch as the income is attributable to the withdrawal of oil 
or gas from the land which cannot be replaced and is therefore 
proceeds from a wasting asset. This has been considered analogous 
to the using up of raw materials in a manufacturing process, and 
as the cost of raw material is deducted before determining taxable 
net income, so also a deduction is permitted of a portion of income 
from the sale of oil or gas by a person having an economic interest 
in such oil or gas.!” 

The lessor cannot acquire capital gain income by a leasing trans- 
action, but he can defer taxable income by having 30% or less of 
the bonus payable within the taxable year in which the lease is 
made, and the balance payable in subsequent installments so as to 
avoid the impact of high surtax rates in a single year'® 


The lease may provide for minimum advance royalties required 
to be paid during the term of the lease regardless of exploration or 
development, but chargeable against royalties subsequently accru- 
ing, and in such event the lessor has depletable income when such 
funds are received,’* and the lessee has a deductible expense 
which he may take, at his election, either at the time of payment or 
at the time he recovers such advance payments from production." 
If the lessee is not entitled to recoup such minimum payments 
from the lessor’s share of production beyond the year when pay- 
ment is made, then such payments are probably in the nature of 
delay rentals and must be deducted in the year paid by the lessee!® 
and are nondepletable income to the lessor. If the payments may 
not be avoided even by quitclaiming the lease, then they are simply 
a bonus payable in installments and must be capitalized by the lessee 
and taken as depletable income by the lessor." 


Ordinarily the original leasing transaction does not involve the 
j 5 5 

other types of interests such as oil payments, carried and net profit 
interests more common in assignments, but if the situation war- 
rants, such interests may be used in conjunction with the original 
lease with many of the same tax consequences hereinafter discussed 
in connection with transfers.of leases. 

“United States v. Ludley, 274 U. S. 295 (1927). 

WInternal Revenue Code, Sec. 44; I.T. 3693, 1944 C.B. 272, 274. 

47) L. C. McFaddin v. Comm., 2 T.C. 395 (1943). 

Reg. 111, Sec. 29.23(m)-10(e); see 
275 (C. C. A. 4, 1933). 


See Continental Oil Co. v. Comm., 36 B.T.A. 693 (1937). 
MAlice G. K. Kleberg v. Comm., 43 B.T.A. 277 (1941). 


Hutchinson Coal Co. v. Burnet, 64 F. (2d) 








of the lessee. The lessor is entitled to depletion on such income 
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After the lease is executed, the lessor may sell all or a portion 
of his royalty at capital gain rates provided he is not a dealer and 
has owned the minerals for the applicable six months’ period, and 
in this connection, the holding period dates from the acquisition of 
the minerals and not from the date of the lease.'* 


Il. 
THE TRANSFER OF LEASES 


When the lessee transfers his lease, it is normally his desire to 
have any cash proceeds either capital gain or depletable income ; 
the same transaction may involve both types of income, but the 
same receipt cannot be depletable and at the same time capital gain. 
The buyer normally desires to deduct any immediate payment as 
an ordinary expense, and with respect to any proceeds from future 
production payable to the seller, the buyer normally wishes to 
avoid taking into his income at any time proceeds from production 
payable to the seller. Although to some extent these ends may be 


Alice G. K. Kleberg v. Comm., 2 T.C. 1024 (1943), Acq. 1944 C.B. 16. 


1D) 


Los Angeles Attorneys 


know: 

THAT 60 years of specialization in Probate and Court 
Bonds has made the Fidelity and Deposit the 
leader in the field, and 














THAT expert underwriting and courthouse staffs pro- 
vide up to the minute service in all courts (in- 
cluding branches). 


Call TRinity 9643: 

CREDIT YOUR OWN AGENT 
FIDELITY & DEPOSIT COMPANY 

OF MARYLAND 


BANK OF AMERICA BLDG., 650 S. SPRING ST. 
LOS ANGELES, CAL. 















































366 Los ANGELES BAR BULLETIN 
compatible, certain conflicts exist which the well-advised client 
should know before negotiating the transfer of a lease. 

If the seller is a dealer holding the oil properties primarily 
for sale to customers in the ordinary course of business, a capital 
gain to him with respect to such properties is not possible.!® 


Otherwise, where a substantial cash consideration is being paid 


the desirability of having the cash proceeds capital gain income t 
the seller should be considered, but such income is not possible if, 
in addition to the cash payment, it is desired to retain an overriding 
royalty,-” and probably if it is desired to retain a carried or net 
profits interest extending over the life of the property.2! The 
retention of an overriding royalty and probably of a carried or net 
profits interest is regarded as making the transaction a sublease. 
and any immediate cash payment in connection with a sublease is 
returnable as ordinary income subject to depletion. However, a 
transfer of a lease may be made so as to have the immediate cash 
payment capital gain income and the seller nevertheless reserve a 
“true”? oil payment, in which event the proceeds from the oil 
payment will be depletable income to the seller as and when 
received.** Since the seller has not retained an economic interest 
in the property continuing for the life of the lease, he is deemed 
to have made a sale. In such event, the buyer will be required to 
capitalize the immediate cash payment the same as if a sublease 
occurred. However, the buyer will not have to reduce his deplet- 
able gross income for percentage depletion purposes over the years 
of production by an aliquot portion of the cash payment, as would 
be required in the event of a sublease,*4 and the proceeds from 


production payable to the seller pursuant to the oil payment need 


®7.T. 3693; 1944 C.B. 272; Greene v. Comm., 141 F. (2d) 645 (C. C. A. 5, 1944), 
cert. den. 323 U. S. 717 (1944). 

Palmer v. Bender, 287 U. S. 551 (1933); McLean v. Comm., 129 F. (2d) 942 
(C. C. A. 5, 1941), cert. den. 314 U. S. 670 (1941). 

™Burton-Sutton Oil Co., Inc. v. Comm.,. 328 U. S. 25 (1946). But see Helvering 
v. Elbe Oil Lond Development Co., 303 U. S. 372 (1938) 

2A “true” oil payment is in the nature of a limited overriding royalty which does 
not extend over the life of the property. The term as used herein refers to an 
agreement or an assignment wherein the seller is entitled to a designated sum, or 
the proceeds from a designated number of barrels of oil, payable only out of a certain 
per cent of production from the transferred lease “if, as, and when’ production occurs. 
The oil payment would have to be bona fide, and if under the circumstances the sum 
was so large so as to leave no reasonable probability of liquidation by production, it 
would be regarded as the equivalent of an overriding royalty and not a “true” oil 
payment. See T. W. Lee v. Comm., 42 B.T.A. 1217 (1940). 
3Comm. v. Fleming, 82 F. (2d) 324 (C. C. A. 5, 1936). 
See infra, note 30. 
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not be taken into the buyer’s income at any time.*° In this fashion, 
a buyer may be able to acquire a lease whereby the consideration, 
in so far as evidenced by the oil payment, is never taxed to the 
buyer and is depletable income to the seller when received. Where 
a proven lease is involved, the oil payment may be worth substan- 
tially its face value, and thus payment for the lease may be sub- 
stantially made with funds which are never taxable to the buyer 
and are depletable to the seller, as well as being spread over a num- 
ber of years. However, care must be exercised to be certain that 
a true oil payment is created inasmuch as otherwise the oil pay- 
ment is regarded as a guise for an agreement to pay the designated 
amount. In such event, a sum equal to the fair market value of 
the oil payment at the time of the execution and delivery of the 
agreement may be regarded as income to the seller, and the produc- 
tion thereafter accruing pursuant to the oil payment may be 
treated as depletable income to the buyer and its payment over 
by the buyer to the seller as a capital investment by the buyer.*® 
~ The different tax consequences of a sale and a sublease are well 
illustrated by the case of Cullen v. Commissioner.** In this case, 
the taxpayer owned a group of leases and transferred them as a 
unit for a cash sum, a true oil payment payable out of production 
from all of the leases, and an overriding royalty on some of the 
leases, but not on others. The court held the transfer was divisible, 
*Thomas v. Perkins, 301 U. S. 655 (1937); American 
n 


43 B.T.A. 76 (1940), reversed on other grounds 127 
cert. den. 317 U. S. 648 (1942) 


261f payment of the sum is guaranteed, secured by other property, or becomes due 


Liberty Oil Co. v. Comm., 
d) 262 (C. C. A. 5, 1942), 


? 


on a transfer of the lease, then there is not a true oil payment. See 7 V. Lee z 
Comm., 42 B.T.A. 1217 (1940); Anderson v. Helvering, 310 U. S. 404 (1940); 
Charles Burke v. Comm., 5 T.C. 1167 (1945). 


27118 F. (2d) 651 (C. C. A. 5, 1941). 
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and that the cash allocable to the leases where an override was 
retained and thus a sublease made was ordinary income subject to 
depletion, whereas the balance of the cash was attributable to 
a sale. 

If the situation does not lend itself to capital gain income there 
is no particular advantage to the seller of retaining an oil payment, 
and the seller would normally prefer to retain an overriding roy- 
alty or a carried or net profit interest that would continue through- 
out the entire life of the lease. 

The reservation of an overriding royalty makes the transaction 


8’ and the immediate cash consideration as well as the 


a sublease,* 
royalty income when received are depletable income to the seller.*” 
The buyer must capitalize the immediate cash consideration, and 
to avoid double depletion, the buyer must reduce his gross income 
for the purpose of computing percentage depletion during each 
year by that portion of the cash paid which is properly allocated to 


30 


production during such year.*” However, the income attributable 
to the overriding royalty and paid to the seller is excluded from 
the income of the buyer. 


Where the agreement of transfer obligates the buyer to pay the 
seller a percentage of the net profits from operating the lease, 
recent decisions indicate the transaction is a sublease so that any 
cash consideration is depletable income to the seller and must be 
capitalized by the buyer, and the proceeds from the net profit obli- 
gation is deductible by the buyer and depletable income to the 
seller.*! However, the net profits must be payable solely from 
production ; if payment is guaranteed or if the interest may be dis- 
charged by payment out of the proceeds of a further transfer,®* 
the transaction may be a sale, in which event the proceeds attributa- 
ble to the net profits interest must be included in the depletable 
income of the buyer who, in turn, must capitalize the sum paid 
to the seller therefor as part of the purchase price. 


Palmer v. Bender, 287 U. S. 551 (1933). 

2*McLean v. Comm., 120 F. (2d) 942 (C. C. A. 5, 1941). 

Sunray Oil Company v. Comm., 147 F. (2d) 962 (C. C. A. 10, 1945), cert. den. 
325 U. S. 861 (1945). 

*Burton-Sutton Oil Co., Inc. v. Comm., 328 U. S. 25 (1946); Murphy v. Comm., 
6 T.C. 294 (1946); Comm. v. Gracey, 159 F. (2d) 324 (C. C. A. 5, 1947). Sut see 
Helvering v. Elbe Oil Land Development Co., 303 U. S. 372 (1938). 
32See Anderson v. Helvering, 310 U. S. 404 (1940). 
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Where the seller reserves a carried interest,** the Bureau for- 
merly took the view that prior to the pay out of the wells, all the 
gross income and deductions were attributable to the carrying 
party, and that after the pay out, each party reported his share of 


the income and deductions.** However, in Commissioner v. J. S. 


Abercrombie,” the Fifth Circuit held and the Commissioner has 
acquiesced*® in the view that during the pay out period each party 
must report his share of the gross income. According to this 
decision, the carried party must report as income his share of pro- 
ceeds from production which are used to develop the property even 
though he never receives the funds; the theory of the decision is 
that the carried party is the real owner of a working interest in 
the property, and cannot escape being taxed on the income at- 
tributable to such interest by an assignment in anticipation of 
income. However, the carried party is presumably entitled both 
during and after the pay-out period to depletion on his proportion- 


ate interest in the gross income and to his proportionate share of 


intangible drilling costs and other deductions.** and conversely, 


the carrying party can take only his proportionate share of deple- 
tion and deductions even though he has paid all the costs and 
expenses of development. Although the same view has been taken 
by the Court of Appeals for the Ninth and Tenth Circuits,** the 
Tax Court and the Board of Tax Appeals has taken the contrary 
view."* Attempts to reconcile the decisions on various theories 
such as who has technical title“? or whether the seller is being 


vermanently or only temporarily carried?! are not wholly satis- 
| ’ : : j 


“The term as used herein refers to the situation where the seller reserves an 
actual percentage of the working interest, and the buyer agrees to manage and operate 
the entire lease and to pay all costs pertaining thereto without any personal liability 
on the seller, but charging the seller’s interest with his proportionate share of expendh- 
tures and crediting him with his share of income until complete recoupment, after 
which time the seller and buyer divide the income in proportion to their interests 
after deducting current expenses. 

3G.C.M. 22730, 1941-1 C.B. 214, at 223. 

35162 F. (2d) 338 (C. C. A. 5, 1947) 

361949 I.R.B. No. 10, p. 1. 

37See Foster v. U. S., 85 F. Supp. 447 (S. D. Tex., 1949); Reynolds v. McMurray, 
77 F. (2d) 740 (C. C. A. 10, 1935). 

Reynolds v. McMurray, 60 F. (2d) 843 (C. C. A. 10, 1932), cert. den. 287 U. S. 
664; Helvering v. Armstrong, 69 F. (2d) 370 (C. C. A. 9, 1934 

Vanahen Oil Co. v. Comm., 8 T.C. 1159 (1947). See Donald P. Oaks v. Comm., 
46 B.T.A. 265, at 272 (1942). 

“See Oliver Iron Mining Co. v. Comm., 10 T.C. 908 (1948), where the carried 
party retained title to the entire working interest, and was held entitled to depletion 
on the entire gross income. See also 7. K. Harris v. Comm., 112 F. (2d) 76 (C. C. A, 
6, 1940). 
41See First Annual Institute on Oil and Gas Law, p. 464 (1949). 
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factory.** Accordingly, any carried interest transaction must be 
approached with caution even though the Commissioner's acquies 
cence in the Abercrombie decision together with the other Circuit 
Court decisions indicates that in a carried interest transaction 
the income and deductions are to be split proportionately. 

In the event of a transfer of an interest in a lease for a free 
well, there is no taxable income to either party at that time, but 
the seller may not deduct the costs of the well or take depreciation 
on the equipment. The buyer may elect to deduct intangible drill- 
ing costs and take depreciation to the extent of his interest in the 
lease, but the balance must be capitalized as the cost of acquiring 
the interest.47 This may be avoided by “checker boarding’’ the 
acreage so that the drilling party may get the full benefit of de- 
ducting intangible drilling expenses incurred on a parcel in which 
he owns the full working interest, and the other party may have 


his acreage substantially proven without cost or taxable income. 


III. 


TRANSFERS OF OVERRIDING ROYALTIES, OIL PAYMENTS, 
OR CARRIED OR NET PROFITS INTERESTS 

Cash consideration received from a sale of an interest in a 
lease where the lessee is obligated to use the proceeds to develop 
the property are not taxable income unless and to the extent that 
such proceeds exceed the costs of development.** The view is 
taken that no sale has occurred, but the lessee may not deduct 
drilling costs or take depreciation on property purchased with 
such funds since such expenditures are not regarded as his. The 
buyer may recover his investment by depletion only. 


In the event that the lessee sells an interest in a lease and is not 
obligated to use the proceeds to develop the lease, then unless the 
interest transferred is an oil payment, the cash consideration is 
normally taxable as capital gain, and a pro rata portion of the 
seller’s basis is allocated to the interest transferred.t° The Com- 
missioner and the Courts originally took the same view with 

“See Krystal, Income Tax Problems in Oil Transactions—The ‘Carried Interest,” 
1948 U.S.C. Tax Institute, p. 313 

G.C.M. 22730, 1941-1 C.B. 214. 


4G.C.M. 22730, 1941-1 C.B. 214; Rawco, Inc. v. Comm., 37 B.T.A. 128 (1938). 


®G.C.M. 22730, 1941-1 C.B. 214. See Majestic Oil Corp. v. Comm., 42 B.T.A. 
659 (1940). 
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respect to oil payments,*® but in G.C.M. 24849%* the Commissioner 
ruled that proceeds from the transfer of a “short-lived” oil pay- 
ment carved out of a larger oil interest is ordinary income to the 
seller subject to depletion. No one knew how long an oil payment 
could last and still be “short-lived,” but the confusion was ended 
with the recent publication of I.T. 4003*% wherein it was stated 
there was no basis for distinguishing between short and long lived 
oil payments, and that any oil payment carved out of a larger oil 
interest and not extending over the entire life of such interest was 
essentially the assignment of expected income and, accordingly, 
any proceeds derived by the seller therefrom would be taxable as 
ordinary income. 

The transfer by gift of an oil payment carved out of a larger 


oil interest and not extending over the entire life of such interest 


is regarded as essentially an assignment of future income, and the 


Commissioner takes the view that the donor remains taxable on 


“Ortiz Oil Co. v. Comm., 102 F. (2d) 508 (C. C. A. 5, 1939), cert. den. 308 U. S 


566 (1939). 
1946-1 C.l , 
#1950 IL.R.B. No. 8, page 2 
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the income, subject to depletion, for any such transfer after 
January 24, 1949.4" 


A lessee may transfer a true oil payment to a drilling contractor 


for a free well. In such event, the contractor does not realize in 
come at that time even though the value of the oil payment exceeds 
his cost of drilling the well.°° The lessee may not take any deduc- 


tions for the cost of the well, but there is no taxable income t 


the lessee for the enhancement in the value of the property”! 
or for the proceeds of production devoted to discharge the oil 
payment. The contractor may recover his drilling costs out of his 
oil payment by taking the higher of cost or percentage depletion,*” 
and the balance of the oil payment which is also depletable income 
to him represents his drilling profit and compensation for the risk 
taken. Ina proven lease, the risk to the contractor may be small 
and accordingly, an advantageous deal for both parties may be 


made. 
Fv. 


CONCLUSION 


Tax law as applied to oil and gas deals is in a state of flux, and 
is no less confusing to the courts than to the practitioner. Tenuous 
distinctions have been drawn which, as Mr. Justice Frankfurter 
pointed out in his separate opinion in the Burton-Sutton case, can 
hardly “be held in the mind longer than it takes to state them.” 
It is difficult to find the coherence and reasoning which are the 
memory’s best aids, and firm advice to a client on anything but a 
few of the existing principles is probably dangerous, particularly 
unless the most recent rulings and decisions have been studied with 
care. 

In spite of these complexities and uncertainties, careful counsel- 
ing and draftsmanship will enable the client to be in the best 
possible position at the time the transaction is reviewed by the 
Bureau of Internal Revenue. 


%1.T. 3935, 1949-1 C.B. 39; LT. 4003, 1950 I.R.B. No. 8, page 2. 

"Comm. v. Edwards Drilling Co., 95 F. (2d) 719 (C. C. A. 5, 1938); Dearing v. 
Comm., 102 F. (2d) 91 (C. C. A. 5, 1939). 

EF. C. Laster v. Comm., 43 B.T.A. 159 (1940) acq. 1941-1 C.B. 7. 

82G5.C.M. 22332, 1941-1 C.B. 228; Comm. v. Rowan Drilling Co., 130 F. (2d) 62 
(C. C. A. 5, 1942); Hugh Hodge Drilling Co. v. Comm., 43 B.T.A. 1045 (1941): R. T. 
Uvyers v. Comm., 11 T.C. 495 (1948). 


Los ANGELES BAR BULLETIN 











Juny, 1950 






OIL AND GAS LEASES 


(Continued from page 351) 








































benefit from the standpoint of protecting surface values since the 
maintenance of producing wells will usually restrict the use of 
land for other purposes substantially as much as does the drilling 
of new wells. 

Inherent in all leasing situations is the problem of providing for 
possible conflicts of interest between lessor and lessee in matters 
of exploration, development or operation. Any attempt to provide 
specifically for all such possible conflicts would almost surely be 
incomplete. Some help is afforded by the law of implied cove- 
nants. There is substantial authority that the lessor-lessee rela- 
tionship imposes on the lessee obligations to develop and operate 
to prevent drainage and for the mutual benefit of lessor and lessee. 

Such implied obligations, unless expressly negatived in the lease, 

restrain the lessee from conducting operations in such a manner 

as to confer unanticipated benefits on the lessee to lessor’s detri- 

ment. Those seeking authorities in this field should first read 

the Hartman Ranch Company case (10 Cal. (2d) 232), which is 
the leading California case, and later cases citing it, and consult 

Merrill, Covenants Implied In Oil and Gas Leases, Second Edi- 

tion, 1940, and the Restatement of the Law of Contracts, Vol. 1, 

Sees. 5, 235(d ie 236(b). 

Lease form writers have attempted to circumvent the operation 
of implied covenants by inserting lease provisions expressly nega- 
tiving them. While such practice may be supported on grounds of 
the uncertainty of implied covenants and the excessive costs of 
oil litigation, from the lessor’s standpoint such provisions should 
be deleted. 

In general in California it is customary to set forth the develop- 
ment and operating obligations of the lessee with more particu- 
larity than in Texas and the Rocky Mountain area where lease 
forms are more standardized and make little or no reference to 
drilling or operating requirements, basic reliance being placed upon 
implied covenants. 

The amount of the royalty is usually a matter for negotiation. 
Here again the practice in this state differs from that prevailing 
in Texas and the Rocky Mountain area. There the royalty is 
customarily one-eighth even in semi-proven areas, the market 
value of the lands for possible oil production being reflected in 
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negotiation with respect to the amount of bonus and rental. I 
California, while one-eighth is the official yard stick for wildcat 
areas, one-sixth or one-fifth are sometimes paid for large blocks 
or where competition is spirited, and in semi-proven areas evet 
larger royalties are sometimes properly obtainable. 

From the lessee’s viewpoint high royalties are undesirable par- 
ticularly if the production obtained is relatively small, if the wells 
are unusually deep, or if operating costs are high. Where the 
prospects for production are such that more than a one-sixth roy- 
alty seems appropriate, an alternative to a high royalty lease is a 
so-called operating agreement under which the landowner receives 
as an alternative or in addition to a royalty a percentage of net 
profits (before income taxes) from the operation. Such agree- 
ments usually work out rather well where the lessee or operator 
is responsible. In such an agreement the method of computing 
operating costs should be fully spelled out in order to resolve 
future conflicts of viewpoint. An allowance is usually made for 
overhead charges either on a flat fee or percentage basis. In this 
connection the Petroleum Accountants Society at Los Angeles 
has developed a standardized accounting procedure, usually at- 
tached as an exhibit to the operating agreement, which seems to 
work satisfactorily in practice. 

Oil royalties are usually computed with reference to posted 
prices. During most periods posted prices réflect market values 
although from time to time oil sells at a bonus or a discount in 
relation to them. A more flexible phrase is “the highest avail- 
able price offered by a responsible purchaser,” which, of course, 
should be properly qualified with reference to location and gravity. 
The right to take royalty oil in kind is regarded by some as a 
means of securing full value for the royalty share, however, the 
exercise of such right is often too cumbersome a procedure to 
provide an effective device for this purpose. Some feel that the 
right to take in kind should be reserved because of federal income 
tax considerations, particularly with reference to depletion. 

The extraction of casinghead gasoline and other liquid hydro- 
carbon products from the gas is regarded as a manufacturing 
operation apart from lease operation and the lessor is expected to 
bear his pro rata share of processing costs either through a manu- 
facturing royalty or a processing charge provided in the lease. 
Although leases occasionally provide a royalty rate for gas dif- 
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ferent from the rate provided for oil, this is a cumbersome an 
generally undesirable practice. The traditional provision of fre 
gas for domestic use in the lessor’s residence on the premises re 
mains an ancient, if little availed of, courtesy. While recoveries 
vary greatly from field to field, under average conditions gas and 
casinghead gasoline royalty can be expected to have a value of the 
order of 10% of the value of a like royalty on oil. 


Customarily an oil and gas lease is for a definite term of years 
and for so long thereafter as oil or gas is produced. Usually 
the definite term is for twenty years but frequently it is substan- 
tially shorter. There is little apparent advantage to the lessor in 
specifying a short definite term if the lease provides for rental 
payments and exploration sufficient to justify its continuance 
The lessee would seem to be equitably entitled to have the indefi- 
nite term supplemented with appropriate language so that the lease 
will continue in effect after the term for years during the con- 
tinuance of drilling operations and during reasonable shutdowns 
for repairs and remedial work even though there is no production 
during such periods. 


Drilling obligations are intended to insure performance of 
three functions, viz.: (a) exploration prior to discovery; (b) pro- 
tection from drainage by wells on adjoining lands; and (c) de- 
velopment after discovery. During lease negotiation protection 
against drainage is often the subject of extended discussion, two 
frequent points of discussion being (a) the location of the wells 
to be drilled as offsets to wells on adjoining property and (b) the 
circumstances under which the lessee will be required to offset 
adjoining production. It seems doubtful if attempts to prescribe 
with particularity the exact location on the lease premises of off- 
setting wells to be drilled are worthwhile under normal conditions. 


With respect to the production to be offset it should be noted 
that the term “commercial production” can be used in two senses. 
After a well has been drilled, its production may be sufficient in 
amount to permit its continued profitable operation although too 
small to justify drilling an offsetting well on the lease. In gen- 
eral it would seem inequitable to require the lessee to drill an 
unprofitable well even though an adjoining well is being operated 
profitably with original drilling costs disregarded. Sometimes it 
is helpful to define “commercial production” to be offset in terms 
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of a stated number of barrels per day, the number to vary depend- 


ing upon depth. 

With respect to development after discovery the usual lease 
form requires drilling until the number of wells drilled equals the 
number of acres then subject to the lease divided by a stated 
number, usually two to forty, depending upon circumstances. In 
this connection consideration may be given to matters of re- 
gional drainage. After the requisite number of wells are drilled 
there is ordinarily no express obligation, except as to offsets, to 
develop additional property or to explore possible deeper produc- 
tive zones. Where there is a requirement of one well to twenty 
acres, a portion of the lease may be developed to a well density 
of say one well to ten acres, leaving a portion of the leased area 
undrilled with no express commitments for its development. Also, 
where exploration for deeper production is an important con- 
sideration, a practical approach is to require exploration or quit- 
claim of such zones within a specified period of years after the 
shallow zones have been developed. 

With reference to drilling obligations it should be remembered 
that where there are reasonable prospects of profitable develop- 
ment, the lessee is usually as desirous of obtaining such production 
as is the lessor and will ordinarily proceed with additional explora- 
tion or development whether or not obligated so to do by the 
lease terms. Also, a landowner usually receives a substantial bene- 
fit from leasing to a responsible lessee in terms of exploration, 
bonus and rentals. If a lease is too severe or has too many unusual 
provisions, especially where the lands are of only wildcat charac- 
ter, it will tend to discourage selection of the lands for exploration. 
This is true particularly under the present practice of oil operators 
of putting together a substantial block of acreage under commercial 
leases and joining with one or more other operators in its explora- 
tion in order to reduce their respective speculative commitments in 
a single area. 

Obligations of the lessee, except certain accrued obligations such 
as the obligation for the payment of royalty on products already 
produced, can customarily be discharged by surrender of the leased 
land to the lessor. Also the lessor’s rights to enforce obligations, 
except such accrued obligations, are usually limited to rights to en- 
force a forfeiture of the leased premises or the portion thereof 
with respect to which a default exists. 
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Such rights of forfeiture cannot ordinarily be exercised except 
after notice to the lessee for a stated period. Thus in considering 
the time within which the lessee must perform the lease obliga- 
tions, the lessor should take into account not only the time stipu- 
lated for such performance but also the time necessary to enforce 
a forfeiture for the lessee’s failure to perform the same. In this 
connection, leases sometimes are drawn so that the commencement 
of drilling the first well within a stated time is a condition to the 
continuance of the lease, the provision being that the lease will 
terminate without notice if the drilling is not commenced within 
the stipulated period. If the time required for enforcing a for- 
feiture for failure to commence drilling is taken into consideration 
and is satisfactory, it would seem that from a practical standpoint 
there is little if any benefit to be derived from special conditions 
of this character and they tend to cause inconvenience, particularly 
to the lessee, if the time for commencement of drilling opera- 
tions is later extended by mutual agreement. 

Sometimes, too, time periods for drilling are geared to the time 
of “actual spudding in” rather than the commencement of drilling 
operations, the latter being the preferred form from the lessee’s 
standpoint. With a responsible lessee the difference in time be- 
tween these two measures is relatively short and except in unusual 
circumstances it seems doubtful if the point warrants extended 
negotiation. 

As a practical matter when an oil and gas lease is placed of 
record it can be removed as a cloud only by an adequate quitclaim 
or quiet title judgment. Since only about one in fifteen exploratory 
wells is a commercial producer, the lessor should be prepared to 
see that his title is cleared if drilling operations are abandoned. 
With this thought in mind restrictions on assignment within rea- 
sonable limitations are justified from the lessor’s standpoint. Also, 
the lessor should be satisfied that he can obtain personal service on 
the lessee in case a quiet title action is necessary. Since a quiet 
title action to be effective may necessitate a title search to cover 
possible assignments of the lessee’s interest, the cost of such a 
search as well as the cost of the court action should be taken into 
account. If the prospective lessee is a limited partnership, which 
is a form of organization now rather popular because of its alleged 
tax advantages, the recorded articles of limited partnership should 
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contain adequate authority to the general partner or partners to 
execute a quitclaim. 

A related matter is that of the insertion of appropriate provisions 
to insure the removal of sumps, concrete blocks and other aban- 
doned drilling equipment and the surrender of the property by the 


lessee in substantially the same condition as it was prior to leasing. 

The foregoing is, of course, not intended as a review of all 
matters which should receive .consideration in working out an oil 
and gas lease. Many matters, such as warranties of title and 
mechanic's liens, are problems of general law not peculiar to the 
field of oil and gas law. 

While the writer was requested to comment on oil and gas 
lease provisions important from the lessor’s standpoint, it is essen- 
tial that the lease be fair to both parties. Ojl operators today 
must employ scientific personnel and have substantial capital re- 
serves in order to undertake profitably the speculative risks which 
are inherent in modern exploration for additional oil and gas 
reserves. For successful operation they must have fair and work- 


able leases. 
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CORRECTION OF NEW PROCEDURE FOR 
OBTAINING POLICE TRAFFIC REPORTS 


The notice at page 321 in the June issue of the BULLETIN con- 
cerning the new procedure for obtaining photostatic copies of police 
traffic reports of accidents investigated by the Los Angeles Police 
Department should be corrected. 

An attorney requesting a photostatic copy of a report must still 
submit written authorization of his client whose case is covered by 
the report. 

The photostatic copies may be obtained by mail if the attorney 
will first telephone the Traffic Bureau (MUtual 5858) to ascertain 
the length of the report so that the charge of 25 cents per page 
may be calculated. Upon receipt of a check for the correct amount 
and the written authorization of the client the Bureau will prepare 
and mail the copy to the attorney. 


Our association has distinguished itself once again through its 
excellent participating in the education program which it co-spon- 
sors wth the State Bar of California. Our attendance is the largest 
of any community in the state. In addition, members of the Los 
Angeles County Bench and Bar make up the bulk of the lecturers 
for the Southern California programs. Our thanks go to these 
men: William H. Brainerd, H. Eugene Breitenbach, Gerald F. 
Delamer, Richard Drukker, Judge Roy L. Herndon, Hugh Rotch- 
ford, William S. Scully, Herman F. Selvin, Max E. Utt, Arvo 
Van Alstyne and Sherman Welpton, Jr. 

Now that the current program on the subject of Pleading is 
well under way, our Education Committee is planning the fall 
lecture program. Tentatively, the topic for the fall program, start- 
ing in November, is Procedure—Judgments and Appeal. Present 
plans call for considering this topic from the points of view of 
effect of judgments, enforcing judgments and attacking judgments 
in the trial and appellate courts. Some attention will be given to 
extraordinary writs. The Education Committee would welcome 
suggestions from you concerning the plans for the fall series. 
Please send your suggestions to Rufus Baily, the committee chair- 
man. 
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TAX NOTICE—IMPORTANT NOTICE 
TO ATTORNEYS FOR TAXPAYERS 


The attention of the Bar is directed to Security-First National 
Bank v. Board of Supervisors, 35 A. C. 348. This case indicates 
that taxpayers who have objections to assessments which are not 
merely valuation problems may be required to appear before the 
County Board of Equalization and apply to that Board between 
the first and third Mondays of July for revision of the assessment. 
Although there is some difference of opinion as to the extent of 
the Supreme Court’s ruling, attorneys who are interested in assess- 
ment problems should examine the case with care and determine 
whether it is necessary to protect their clients’ interest by ap- 


pearance. 


SILVER MEMORIES 


(Continued from page 353) 

Thomas Lee Woolwine, well-known attorney, former [Dis- 
trict Attorney of Los Angeles County and twice Democratic 
candidate for governor, has died. Mr. Woolwine, who was 
50 years of age, first gained prominence as secretary to former 
United States Senator Frank P. Flint, who was then United 
States Attorney in Los Angeles. Later Mr. Woolwine served 
with distinction as Assistant City Attorney and City Prose- 


cutor of Los Angeles. 


* * * 


Clarence Darrow will ask for a federal injunction to restrain 
the State of Tennessee from prosecuting John T. Scopes on a 
charge of violating the law against the teaching of any theory 
of evolution that denies the biblical story of the divine crea- 
tion of man. “The two major reasons for this step,” Darrow 
said, “is to stop the ballyhoo now surrounding the trial. It is 
a serious trial but the public, driven by sensational reports, 
considers it partly as a melodrama, partly as light comedy. 
By changing to the federal jurisdiction, all this would be 
changed. The second reason is that this case is of such nation- 
wide importance that it belongs in a federal court. A decision 
by a federal tribunal would have far more importance as a na- 
tional precedent than a decision by a state court.” 
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A Federal law is proposed prohibiting the destruction of gold 
coins. At present no law prohibits the melting down of gold 
coins and the use of the metal in the manufacture of jewelry and 
in the arts. Proponents of a ban on such melting contend that 
5, 10 and 20 dollar gold pieces, minted at the expense of the tax- 
payers, are thus removed from circulation and from the media of 
exchange, to be turned into luxuries. The opposition is based 
principally on the fact that gold has a fixed price set by the gov- 
ernment, unaffected by supply and demand, unlike other com- 
modities. 
x * * 

Nearly 125 candidates have applied to Governor Richard- 
son for appointment to the eight vacancies in the Municipal 
Courts to be established in Los Angeles. The bill creating the 
courts goes into effect July 24th. 

Judge Paul J. McCormick has ruled in favor of the govern- 
ment against the Doheny oil interests growing out of the 
Fall-Doheny leases of naval oil reserves in California. Gov- 
ernment counsel were Owen J. Roberts, Philadelphia attor- 
ney, and Atlee Pomerene of Cleveland, formerly United States 
Senator from Ohio. President Coolidge, acting on authority 
from Congress, appointed Pomerene to prosecute the oil cases 
that resulted from the Senatorial oil scandals investigation. 
Frank J. Hogan of Washington was the chief defense attorney. 
Judge McCormick ruled that the leases negotiated between 
Edward L. Doheny, local oil magnate, and Albert B. Fall, 
then Secretary of the Interior, were based on fraud and or- 
dered the leases cancelled. Judge McCormick also ruled that 
the action of transferring the naval oil reserves to the Secre- 
tary of the Interior from the Secretary of the Navy was in 
excess of Presidential authority. 

* * * 

President Coolidge has appointed Brainerd B. Smith Regis- 
ter of the United States Land Office in Los Angeles. Smith 
was appointed Receiver of the same office by the late President 
Harding. Mr. Smith’s new duties include those of Receiver, 
the office of which was abolished by President Coolidge under 
his economy program. Nine million acres of unappropriated 
land still exist in Southern California. 
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second spouse. ) 

A Testamentary Trust, using a corporate Trustee, can also 
secure experienced management for the estate—to protect the wife 
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The provision of the Corporate Securities Act requiring ; 
person to obtain a broker’s license to engage lawfully in thé 
sale of his own securities has been held unconstitutional in ; 
decision handed down by the Second District Court of Appea 
in the case of S. A. Pace. The decision was written by Supe 
rior Judge Hahn sitting as justice pro tem., and concurred i1 
by Justices Conrey and Curtis. 

* + -& 

Nearly 150 new members have joined the Los Angeles Bai 
Association in its recent membership campaign. The commit 
tee in charge of membership consists of Kemper Campbell 
chairman; Charles L. Nichols, secretary; Judge James Pope, 
City Attorney Stephens, County Counsel Edward T. Bishop, 
F. M. Andreani and Karl Lobdell. Interest in bar activities 
has been stimulated by the Governor’s recent veto of the Bat 
Incorporation Bill which was passed unanimously by the Sen 
ate and almost unanimously by the Assembly, and had the 
backing of the courts and bar generally. 

* * * 

In 1926 the American people will receive benefits from the 
present federal surplus of $300,000,000, announces Secretary 
of the Treasury Andrew Mellon. The surplus will permit re- 
ductions in revenue through tax reforms, the Secretary stat- 
ing “I believe the present law needs revision by modifications 
to reduce the surtax rates to at least 25%, to reduce sharply or 
leave the estate taxes to the States, and to repeal the gift 
taxes. 

* * x 

More than 23,000 liquor prosecutions are clogging the 
dockets of the nation’s federal courts. Despite strenuous ef- 
forts, prosecutors have made no more than a dent in the mass 
of cases which are continually piling up. During the first ten 
months of the last fiscal year, more than 50 per cent of all 
federal prosecutions involved liquor cases. 


* * * 


French engineers have been awarded a 40,000 franc prize for 
the recent invention of a helicopter which lifted 220 pounds to the 
height of one meter in one minute and remained there entirely 
stable for one minute. 
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